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PAY-AS-YOU-GO TAXATION 


HE struggle over correction of certain defects of the 
"Vane tax has produced a variety of suggestions and 
schemes. None of these appears to be entirely satisfactory 
although there is fairly general agreement that something 
must be done, In view of the urgent need for action, the 
bickering that has developed over a simple and sensible idea 
is as unfortunate as it is unnecessary. 


The income tax has many defects. The one which has 
attracted major attention is the lag of tax payment behind 
receipt of the income on which the tax is levied. This lag 
is a logical result of the use of progressive tax rates. While 
its existence has always been evident, the severity of the 
hardships to which it may lead has only recently become 
apparent. There was no complaint, even under the high 
rates of the first World War period. 

One reason, perhaps, is that the people have never before 
been given such a cumulative dose of retroactive tax in- 
creases as they have received since 1940. This may be seen 
from the steady advance of surtax rates. Table I gives these 
rates! on selected income brackets for each taxable year 
since 1939. 

TABLE I 
SURTAX RATES APPLICABLE TO CERTAIN NET 
INCOME BRACKETS IN THE TAXABLE YEARS 
1939-1942 INCLUSIVE 


Surtax Income Brackets and Surtax Rates 
Taxable 


Year 0-$4,0008 | $12-14,000 $26-32,000 | $90-100,000 | $200-250,000 
193 Decccrn 0 8% 19% 55% 62% 
1940........ 0 12 30 56 62 
1943.5. 6% 29 47 64 67 
1942.........| 13 36 55 77 82 


a. This bracket became 0-$2,000 in 1941 and 1942. 


The First Revenue Act of 1940 was approved on June 
25, 1940, The increases made under it were retroactively 
applicable to taxable years after December 31, 1939. The 
Revenue Act of 1941 was approved on September 20, 1941, 
and the rate increases which it imposed were likewise appli- 


1, Computed from the Revenue Acts. 


cable to taxable years beginning after December 31, 1940. 
This Act also removed the ‘‘surtax cushion” of $4,000 and 
subjected the first dollar of surtax net income to tax. 
Finally, the Revenue Act of 1942 was approved on October 
21, 1942 and the tax rate increases made by it were retro- 
active to all taxable years beginning after December 31, 
1941. 

This writer has elsewhere characterized retroactive in- 
creases in income tax rates as the dregs of fiscal morality.1 
The taxpayer has no defense against such tactics, however 
prudent he may be with respect to budgeting out of current 
income for the taxes that later are to be payable against 
that income. The progressive tax system makes income tax 
budgeting a difficult matter, particularly in the case of 
variable incomes. Retroactive increases in progressive tax 
rates, made three times in as many years, have transformed 
a difficulty into an impossibility. The individual’s income 
tax debt has been forced up faster than his capacity to make 
provision for it. 

This situation gives rise to an important question of 
theory and policy, namely: Is there anything about the 
income tax which makes the tax lag of one year necessary? 
Would that tax be impaired in any fundamental way if the 
tax were to be viewed as a legal obligation against current 
income rather than as a legal obligation against past in- 
come? The answer is in the negative. There is nothing in 
the 16th Amendment that requires the procedure now 
applied and nothing that would prevent a change of that 
procedure, The transfer of tax liability from past income 
to current income is one involving only a modification of 
statutory ; hrasing. 

But it is alleged that the transfer would result in loss 
to the Treasury and in benefit to certain individuals. The 
confusion produced by the charges and countercharges on 
this subject has been largely responsible for the delay and 
the bungling which has thus far been the only tangible 
product of the Ways and Means Committee deliberations. 
1. HLL. Lutz, ‘Some Errors and Fallacies of Taxation as Exemplified by the 


a Income Tax,’ Proceedings of the National Tax Association, 1941, 
p. 361. 
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With respect to the loss which the Treasury is supposed 
to suffer, it is evident that there can be such a loss only if 
individual taxpayers do not pay income tax. In some way 
the idea spread abroad that the transfer of tax liability from 
past income to current income involved a “forgiveness” of 
taxes and a forgiven tax is one that need not be paid. The 
expression ‘“‘skip-a-year” tax plan carried the implication 
that in some manner a year’s taxes were to be dropped 
out. Statements of Treasury officials indicate that they have 
taken this kind of nonsensical interpretation seriously. 


As a matter of fact, no one has ever proposed that the 
people should stop paying taxes, even for one year, or that 
they should pay less tax, in the aggregate, because of the 
proposed change in the legal basis of income tax liability. 
On the contrary, the obvious need to increase income taxes 
during the war was the prime consideration in the mind 
of the present writer in inaugurating the public discussion of 
this subject. The following paragraphs from an early pub- 
lication are germane:1 

Because heavier taxation is inevitable, it is more im- 
portant than’ ever to readjust the income tax in such 
manner as to put it on a current basis. That is, the de- 
termination of tax liability and payment of the tax must 
be brought closer to the period of actual receipt of 
moeme. ww... 


An income tax payable currently out of income as 
it is received will be a burden more easily borne than 
one which is determined by the income of one year 
but paid out of the income of another year. This is 
true for both psychological and economic reasons. As 
a matter of psychology, the income received in 1941 is, 
in 1942, a ‘dead horse.” It has long since been spent, 
and payment of taxes based upon it during 1942 is like 
paying any long overdue bill, Putting the income tax 
on a current basis would create the same uplift as is 
produced by the knowledge that one has no overdue 
accounts or obligations to be met. 

As a matter of economics, each year brings its own 
problems of personal financing. The payments of tax 
on 1941 income are not easier to make because they 
have been deferred to 1942. They will be harder to 
meet now because of the rising cost of living. But as a 
levy on current income they will actually be less bur- 
densome because of the realization that the tax bill will 
be paid in full by the end of the year. 

Since the flow of income tax payments will be uninter- 
rupted, it is obvious that there will be no loss to the 
Treasury. Much has been said about the $9.8 billion of 
taxes which are expected to be paid in 1943 on 1942 in- 
come. This sum is called a Treasury “asset,” although there 
is no evidence that taxes levied are recorded by the Treasury 
as assets in advance of payment. It has been alleged that 


1. H. L. Lutz, “‘A Current Basis for Income Tax Payment,”’ in The Watch 
Dog, published by the National Economy League, December, 1941. 


the Treasury would lose $9.8 billion, which implies that 
taxpayers would find their cash position improved by that 
amount. 

This assumes that all taxpayers had in hand on December 
31, 1942, cash sufficient to pay the taxes on their 1942 
income. Obviously such is not the case. A large proportion 
of the taxpayers will pay their 1942 tax out of 1943 in- 
come. They have no tax reserves. The rapid increase of tax 
rates in recent years, applied retroactively, has prevented 
any substantial accumulation of cash tax reserves. The 
whole purpose of a ‘‘pay-as-you-go” tax plan is to make the 
legal basis of tax liability coincide with the economic facts 
of tax payment, namely, that people in general are really 
paying the tax out of current income. 

The argument of Treasury loss has also been set forth 
in another way, which is not consistent with the above. 
This view is that the Treasury is not to lose anything at 
once. Rather, it will lose at some indefinite future time, 
when the individuals, who now owe tax on 1942 income, 
die. Thus the argument comes to the peculiar conclusion 
that taxpayers will gain now but the Treasury will lose at 
some remote future date. 

The prospects of Treasury loss are more real under the 
existing system than under the proposed system. Since a 
large proportion of the income tax is paid out of current 
income, it is clear that a decline of income impairs the 
capacity to liquidate the tax debt. A sudden and severe 
depression would result in extensive income tax defaults. 
Even without a depression the sharp decline of individual 
incomes with the transition from the inflated income level 
of a war economy to a more moderate peacetime income 
scale could produce similar defaults. In fact, it is entirely 
possible that retention of the present system into the post- 
war period would mean a revenue loss fully as great as 
that which the Treasury now sees in the proposed transfer 
of tax liability. As long as the income tax is treated as a 
debt owing on account of income received and spent in 
the past, the ceiling on income tax must be lower than it 
need be if the tax is based upon as well as paid from 
current income. The most effective insurance against the 
consequences of revenue loss in the postwar period is to 
increase income taxes now, while the flow of income pay- 
ments is greater than ever before. 

In the discussion of the benefits supposed to accrue to 
individuals by reason of the transfer of tax liability from 
past to present income, “The Man with a Million Dollar 
Income’’ has again been called upon to serve his country’s 
Treasury as a red herring.1 The following passage from 
Mr. Randolph Paul’s statement to the Ways and Means 
Committee on February 2, 1943, illustrates the kind of 
specious plea that has been advanced: 

While the effect of forgiveness on tax payments is 
not felt until the individual dies or until his income 





1. Cf. H. L. Lutz, ‘“‘The Man with a Million Dollar Income,’’ The Tax 
Review, December, 1942. 
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declines or ceases, cancellation has a significant imme- 
diate effect on his economic status. The amount of taxes 
cancelled represents an immediate addition to the indi- 
vidual’s net wealth. This addition, which depends on 
the income of the individual in the year for which 
taxes are cancelled, varies widely from individual to 
individual. If an individual had no income in that 
year and was not subject to tax, his economic position 
would not be improved. If a married person without 
dependents had an income of $3,000, and the entire 
tax was cancelled, he would gain $324. If he had an 
income of $1,000,000, he would gain $854,000. 

The studied use of the terms “forgiveness” and “‘cancella- 
tion” suggests either deliberate befogging of the issue or 
a complete misunderstanding of it. There is to be neither 
forgiveness nor cancellation of taxes. Whether the taxpayer 
has an income of $3,000 or of $1,000,000, his tax payments 
would be unaffected, and his economic status would like- 
wise be unchanged. As the New York Times pointed out 
recently: 

It is true that the so-called 1942 taxes against which 
some persons had made reserves would not be paid. But 
these persons would have to pay 1943 taxes this year 
against which they had not been able to make any re- 
serves. They would miss this year an expected tax on 
1942 income; but they would have to pay this year 
an unexpected tax on 1943 income. The tax would 
merely have changed its name. 

In consequence, whatever the individual’s income, the 
bookkeeping transfer of tax liability will not result in an 
improvement of his cash or wealth position by the end of 
1943, except in the occasional case in which 1942 income 
was greater than 1943 income. In a period of rising national 
income, such cases will be exceptional and do not constitute 
a valid ground for rejecting the plan. 

Now that the Ways and Means Committee has decided 
upon a proposal, consideration of the various suggestions 
advanced by various members of the Committee is less 
pertinent. The Committee action is most unsatisfactory. It 
does not advance the cause of “pay-as-you-go” income 
taxation for the great bulk of the taxpayers, except by per- 
mitting them to accomplish this by paying two years’ taxes 
in one. The following summary of the plan will indicate 
its principal defects: 

(1) Two withholding taxes are proposed. One, at a 
rate of 3 per cent, is to be upon income in excess 
of the victory tax exemption. The other, at a rate 
of 17 per cent, is to be on income above the exemp- 
tions of the 1942 Act. The absurdity of this double- 
barreled scheme is too obvious to require comment. 

(2) This tax at source is to be offset against the second 
half of 1942 tax liability. In the case of new tax- 
payers with no 1942 tax liability, a number esti- 
mated at 4,000,000, the withheld tax would be 


applied against 1943 tax liability. Old taxpayers 
are supposed to make third and fourth quarter pay- 
ments as usual, thus extinguishing the 1942 tax 
obligation in the customary manner, while being 
subjected at the same time to a 20 per cent deduction 
from current income. For many of these taxpayers 
this will amount to paying the second half of 1942 
taxes twice. It is suggested that they estimate the 
amount of 1942 taxes that will be payable after 
allowance for the withholding tax from July 1 to 
December 31, and pay only the difference in Septem- 
ber and December. No doubt many of them will 
suspend these payments entirely and wait to see 
whether or not the withheld amounts will suffice to 
cover the bill. 

(3) The date of return of 1943 income is to be ad- 

vanced and taxpayers are to be given an option of 
a single payment of the 1943 tax with the return or 
of 12 monthly installments, There is talk of a dis- 
count for payment in full but this is strange doctrine 
from those who hesitate to accept the idea of trans- 
ferring tax liability because of the advantage which 
it might confer upon those who may have set up a 
reserve for taxes. It is to be presumed that at the 
time of filing the return of 1943 income an adjust- 
ment return will be required to clear up the balance 
or refund due by reason of the relation of the tax 
withheld from July 1 to December 31, 1943 to the 
second half of the 1942 tax. 

This plan does nothing to put the great bulk of taxpayers 
on a current basis except as it proposed to permit this by 
payment of double taxes. That is, if the individual elects 
to pay the balance of his 1942 tax in the third and fourth 
installments, then all of the tax withheld during the second 
half of 1943 would be applicable against the tax found to 
be due on 1943 income. 

Much popular support has been given the Ruml plan 
for putting income tax on a current basis. This plan in- 
volves the bookkeeping shift of legal liability from past 
to present income. Its procedure contemplates a tentative 
tax payment by each taxpayer based upon the previous 
year’s payments with an adjustment in a final return after 
the close of the year. 

The difficulty with this scheme is that, although it puts 
the taxpayer on a current basis in a legal sense, it utilizes 
the tax lag as the basis of determining the actual amounts 
to be currently paid. It is necessary to devise a method 
whereby the income tax liability of a large number of per- 
sons can be discharged on a current basis without the 
formality of adjustment returns, and indeed, without the 
formality of an initial return, The datal in Table II indi- 
cate the scope of the administrative problem involved. 





1. Statement of Randolph E. Paul, General Counsel for the Treasury, before 
the Ways and Means Committee of the House of Representatives on Revi- 
sion of Income Tax Payment Methods, February 2, 1943. 
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TABLE II 
ESTIMATED NUMBER OF TAXPAYERS FOR THE 
INCOME YEAR 1943, BY SIZE OF SURTAX NET 
INCOME AND TYPE OF INCOME 


Millions 
| | Surtax Net Income 


Type of Income Total Over | Not over 
$2,000 $2,000 


Estimated Number of Taxable Income Recipients’ 
Wages and salaries with not more than a 


nominal amount of other income........ 32 30 2 
SS LE TSS A AER 12 10 2 
EEE TORI Ne. ectene, 200 Mader ran On rem 44 40 4 

Estimated Number of Taxable Returns® 
Wages and salaries with not more than a 

nominal amount of other income........ 29 27 2 
All other’ 11 9 2 
a alii 4 36 4 





1. Number of individuals receiving net income in excess of exemption. 

2. Including sources other than wages and salaries, and also wages and 
salaries combined with more than a nominal amount of other income. 

3. Number of returns that will be filed on which a tax will be due. 

According to’these estimates, there will be 32,000,000 
returns on 1943 income in which wages and salaries will 
be the sole source of income or in which other income will 
be nominal only. No doubt, in a substantial proportion of 
these returns there will be no other income. There will be 
only 2,000,000 of these wage and salary incomes that will 
run to more than $2,000 of surtax net income. 

The Rum! plan would require an adjustment return from 
each of the 30,000,000 persons with surtax net income 
below $2,000, or certainly from each of the 27,000,000 
persons in this income group from whom some tax was 
due. It is believed that the result sought by Mr. Ruml, and 
advocated even earlier by the present writer, can be accom- 
plished more simply and directly by a procedure which 
may be outlined as follows: 


(1) Convert the normal tax into a tax collected at 
source, so far as possible, on all income payments 
to individuals, Advance the rate of normal tax, so 
collected, to 20 per cent and repeal the victory tax. 
This new normal tax should be in lieu of the 
present normal tax and the first bracket of surtax, 
after such date as it might become effective. 


(2) Apply the Rum! plan of a tentative payment with 
a year-end adjustment return to the surtax only and 
to those subject to normal tax who had items of 
income on which the normal tax had not been with- 
held. 


(3) Restore the “surtax cushion” by permitting a small 
amount of surtax net income to be free of surtax. 
Even if this amount were no more than $1,000 or 
$2,000 it would serve to sharpen the line of demar- 





cation between those subject to normal tax only 
and those subject to both normal and surtax. 


(4) The amount of normal tax collected at source should 
be a deduction from gross income in arriving at 
surtax net income. 

(5) While introduction of this plan at the beginning 
of a tax year would involve less difficulty than to 
launch it in the middle of the year, application as 
of July 1 is entirely feasible. As of that date, pay- 
ments of tax made in March and June under returns 
filed in March, 1943, should be accepted as a dis- 
charge of tax liability on the first half of 1943 
income, subject to adjustment in early 1944. With 
the new normal tax in effect, payments made under 
1943 returns in September and December should 
be adjusted to take credit for the 1942 rate of 
normal tax and first bracket surtax. 


The chief difficulty will be presented by the 4,000,000 
persons who made no return on 1942 income but who are 
supposed to pay on all of their 1943 income. One way of 
dealing with these cases is to provide for a special return, 
to be called a transitional return or by some other distinctive 
title, which is to be filed by all persons who did not file a 
return on 1942 income in March, 1943. This return should 
be made shortly after July 1, 1943, and should include 
income received during the first half of 1943. This would 
establish the number of such persons and the amount of 
tax to be paid upon that income. It would put all taxpayers 
on the same basis with respect to the transition to the new 
system. The procedure of securing these returns and collect- 
ing the tax due upon the income reported is no different 
from the problem which the Treasury now faces with 
respect to the regular returns from this group. 

By the arrangement proposed here the income tax will 
be paid from current income by all taxpayers. Upwards of 
three-fourths of these persons will need to make no return, 
once the system is in operation, and the Treasury will be 


relieved of the huge administrative task of securing and ~ 


handling upwards of 30,000,000 small returns. Persons sub- 
ject to surtax will be on a current basis so far as legal tax 
liability goes, but they will be paying out of current income 
on a basis determined by past income and past tax pay- 
ments. The number of such persons will be small enough 
that the prompt examination of their returns and determina- 
tion of the balance of tax due or of refund to be paid or 
credited, will be a task within the capacity of the Treasury 
to perform. 


HARLEY L. LUTZ 
Professor of Public Finance 
Princeton University 
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